


























































































































































































































breaker and targeted refunds are only paid to certain
homestead farms. The circuit breaker depends on household
income, and the targeted refund is limited fto properties
with relatively large annual tax increases, (In addition
to these credits, certain farmers are eligible to receive
the wetlands, native prairie, and power line credits.
These credits are not discussed in this report; however,
such credits are discussed in the September 26 report

on Minnesota's Property Tax).

(1) Credits: State School Agricultural Credit

The state school agricultural credit is designed
to lower school property taxes for owners of homestead
and non-homestead agricultural properties, timber-
lands, and seasonal cabins, with farms receiving
greater relief than the other two classes of property.
The rationale for the credit is that these properties
would otherwise pay taxes that are disproportionate
to the burden they impose on 1local sgchools (i.e.,
this "benefits received" argument also applies to
other types of  property such as forests and
commercial-industrial). Although enacted in 1971,
the history of this program is traceable to a mill
rate differential on agricultural property for school
maintenance levies that was established 1in 1933.
Prior to 1971, the cost of the differential was
borne through a tax burden shift to local nonfarm
properties. Effective 1972, the state assumed
the responsibility of financing the mill rate differ-
ential. It pays the credit to school districts
to reimburse them for the reduction of taxes on

the three classes of property.

The credit has recently undergone a major change

in its structure. Prior to 1984, the credit was




calculated by applying specified mill rates to the
assessed value of given acreages. For example,
for taxes payable in 1983 and for farm homesteads,
the credit equaled the sum of 18 mills times the
assessed value of the first 320 acres, 10 mills
times the assessed value of the next 320 acres,
and 8 mills times the assessed value of any acreage
over 640 acres. Non—-homestead farm property taxes
were reduced by a lesser amount, 1.e., by the sum
of 10 mills times the assessed value of the first
320 acres, and 8 mills times the assessed value

of any remaining acreage (see Table 11).

For taxes payable in 1984 and 1985, the credit
is expressed as a graduated percentage of the total
tax bill (the relevant tax bill being that due before
the homestead credit and circuit breaker are sub-
tracted). In addition, the credit dis now limited
to a maximum amount of $4,000 (it was originally
to be limited to $2,000 in 1984, but the Legislature
raised the maximum to $4,000, effective payable
1984y,

As shown in Table 12, the structure of the
agricultural credit strongly reinforces the more
favorable tax treatment that 1is given to homestead
farms (as opposed to non-homestead farms) by
Minnesota's classification system. It also provides
more generous tax relief to smaller farms since
it pays a higher percentage of the tax bill on the
first 320 acres than on the remaining acreage. Placing
a maximum on the credit also tends to concentrate
benefits on smaller farms and those of lower value;
however, raising the maximum from $2,000 to $4,000
had the opposite effect of increasing the benefit

to relatively larger and higher valued farms.
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TABLE 11

STATE SCHOOL AGRICULTURAL CREDIT

Agricultural Homesteads:

1972
1976
1978
1981
1982

1984

1985

8.33 mills times assessed value

12 mills on first 80 acres; 10 mills on the remainder
15 mills on first 120 acres; 10 mills on the remainder
17 mills on first 240 acres; 10 mills on the remainder

18 mills on first 320 acres; 10 mills on next 320 acres
and 8 mills on the remainder

29% of gross tax on first 320 acres; 13% on next 320
acres; and 10% on the remainder. Limited to a $4,000
maximum.

33% of gross tax on first 320 acres; 15% on next 320
acres; and 10% on the remainder. Limited to a $4,000
maximum.

Agricultural Non—-Homesteads:

1972
1976
1982
1984

1985

8.33 mills times assessed value
10 mills
10 mills on first 320 acres; 8 mills on the remainder

13% of gross tax on first 320 acres; 10% on the remainder.
Limited to a $4,000 maximum.

15% of gross tax on first 320 acres; 10% on the remainder.
Limited to a $4,000 maximum.
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(2)

Overall, the cost of this credit to the state
government has grown substantially 1in recent years.
For taxes payable in 1983, it was $96.9 million,
with $91.3 million (94%) paid to farm proprietors.
Of the latter amount, $72.2 million (79%) went to
homestead farm properties and $19.1 million (21%)
went to the non-homestead farm properties. In total,
the cost of the agricultural credit 1s about six
times 1its cost in 1972 (unadjusted for inflation).
As recently as 1979, its cost was only $41.6 million.
Although its cost has increased at a somewhat greater
rate than that of the homestead credit, it is still
a more modest program (i.e, 19 percent of the total
cost of the homestead credit program in 1983).37

Credits: Homestead

The homestead credit for farm homesteads 1is
the same as +that for residential homesteads, i.e,
54 percent of the tax bill, with a maximum of $650.
(The relevant tax bill is that derived after subtract-
ing the state school agricultural credit and any
other credits —-- with the exception of the taconite
homestead credit -- that the farm property may be
eligible for.) The credit applies to the farm resi-
dence and the entire farm acreage. Since 1980,
the acreage need not be contiguous, although it
must be located within two townships. In addition,
a farm owner who lives on his/her property and rents
the land to others for farming purposes 1is also

eligible to receive the homestead credit.

Many states have homestead credits, but they
are usually restricted to the home and perhaps one
acre of land; 1t is very unusual for the entire

acreage of farms to be eligible for the homestead
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TABLE 12

EFFECT OF CLASSIFICATION AND STATE SCHOOL
AGRICULTURAL CREDIT ON HOMESTEAD & NON—-HOMESTEAD FARMS

Assume:
$340,000 Market Value.

Clas 3b

Farm Homestead
14% of $62,000 $ 8,680
19% of remainder 52,820
Assessed Value $61,500
Gross Tax € 100 mills $ 6,150
AG School Credit

(payable 1985) -$2,030

(33% of tax on
1st 320 acres)

Net Tax Before

Homestead or Other Credits $ 4,120
Homestead Credit

(54% of net tax;

" $650 maximum) —-$ 650
NET TAX DUE

(before circuit breaker) $ 3,470

Source:

Minnesota "Average Farm" (based on 1982 Census) 294 Acres:

Clas 3
Farm Nonhomestead

NA
$64,600

$6L 600
$ 6,460

-$ 969
(15% of tax on
1st 320 acres)

$ 5,491

NA

$ 5,491

MN Food Association, Technical Report #2, September 198A4.




(3)

credit. Again, Table 12 illustrates how this credit
reinforces the more favorable tax treatment that
is given to homestead, rather than non—homestead

farms.

Farm homestead credits cost the state $59.2
million in 1983, 11.8 percent of the total cost
of homestead credits. Their cost nearly doubled
between 1979 and 1983, primarily due to legislative
changes. The cost of nonfarm homestead credits
rose slightly faster than the cost of farm homestead

credits during that period.

A somewhat larger proportion of farm homesteads
receive the $650 maximum credit than is true for
non—agricultural homesteads. Por taxes payable
in 1983, 57,579 farm homesteads were at the maximum,
representing U47.6 percent of total farm homesteads.
Only 42 percent of nonfarm homesteads were at the
maximum that year. The average farm and nonfarm
homestead credits were virtually equal, both in
the $488 to $490 range. If it were not for the
state school agricultural credit, farms would derive
relatively more benefit from the homestead credit
than does nonfarm property; because the agricultural
credit 1s subtracted first from the gross tax bill,
the homestead credit affords relatively even benefits

to both categories of homesteads.

Refunds: Circuit Breaker

The Dbenefits of the circuit Dbreaker depend
on household dincome as well as the property tax
bill. As dincome increases, circult breaker benefits
are reduced, with no benefits for those with annual

incomes exceeding $36,000. In addition, only the
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(4)

first 320 acres of a farm are eligible for purposes
of calculating the circuit breaker refund. In 1984,
farms received approximately $11.7 million in property

tax relief from the circuit breaker.

Minnesota's circuit breaker differs from those
employed 1in most other states. In terms of per
capita benefits and the proportion of the population
receiving such benefits, it is among the three largest
circuit breaker programs in the nation. Only Michigan
and Oregon have programs on the same order of magni-
tude. Additionally, most other circuit breaker
programs are restricted to residential ©property
(including both homeowners and renters). Michigan
and Wisconsin are among the few states where farms
receive a substantial benefit from a general circuit

breaker.

Refund: Targeted Aid

Effective 1982, the targeted refund program
was enacted to provide temporary relief to owners
of homestead property (farm and nonfarm) who experi-
enced unusually large tax increases 1in a single
year. Although intended as a one—year, one—time
only preogram of tax relief, it has since been extended
and structurally modified. FPor taxes payable in
1984, the credit provides relief when: (a) household
income is under $50,000; and (b) the net tax payable
(i.e., that amount net of all credits and the circuit
breaker) 1is more than 20 percent that payable in
1983. In such cases, the state refunds the amount
of tax in excess of 120 percent of the 1983 tax
bill. For taxes payable in 1985, the state will
pay one-half of the tax increase above 12.5 percent,

up to a maximum of $400 relief. For 1985, there
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is no income restriction. In 1984, farms are expected
to receive $6 million of the total $7 million in

benefits from this credit.

In combination, Minnesota's system of tax credit
and refund programs have a major dimpact on farm tax
liability, as indicated by these estimates for taxes

payable in 1984:

Gross Tax Liability $467.1 Million
State School Agriculture Credit —91.3 Million
Homestead Credit ~61.4 Million
Circuit Breaker =11.7 Million
Targeted Refund -6.0 Million
Other Credits -1.8 Million
Net Tax Liability $294.9 Million

As shown above, the credits reduce total farm property

tax 1liability by 37 percent.

HOW SHOULD AGRICULTURAL LAND BE VALUED?

The method of wvaluing farms for property tax purposes
has been a recurrent issue‘in Minnesota. At present, farmland
is wvalued at a percentage of market value as 1indicated by
comparable sales. As an improvement to this conventional
method of valuation, the Minnesota Association of Assessing
Officers (MAAO) proposed in 1980 that sales price data be
augmented with rental and production data in establishing
farmland values.38 Some agricultural interests favor another
alternative, 1.e, valuing the land at 1ts productive value

for farming (use-value assessment).

In 1984, the Minnesota Legislature approved a finding
that "the method of valuing farm property on the basis of
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sales of comparable properties overstates the value of farm
property", and therefore, market values should be adjusted
by some percentage to reflect farm production value.39 It
directed the Department of Revenue to consider -alternative
methods of determining production value and to recommend
by January 1985 a percentage of market value to be used

in setting 1985 assessments.¥

In reality, the question of how farmland should be
valued 1is actually one of whether farm assessments should
be lowered. Lowering the taxable value of land is controvers-—
ial since it tends to redistribute the total local property
tax burden within taxing Jurisdictions, 1.e., shifting a
portion of fthe farm tax burden to nonfarm property. There-—
fore, in evaluating this issue, several interrelated questions

should be considered:

e What is the comparable sales (market) approach to value,
and what are the problems arising from 1ts use? Do these
problems justify a departure from this approach to value?

e What is the income capitalization approach to value (use-
value assessments), and how should it be implemented?
What are the likely effects on farm and nonfarm properties?
Who benefits? Who pays?

The next section addresses those important questions.

1. Comparable Sales Approach to Value

Valuation Method. The comparable sales or market ap-—

proach is the most commonly used method of property valuation.
It dinvolves a comparison of the property being appraised

with the sales prices of comparable properties that have

¥Note that the Legislature's directive requires the use of clas-
sification to adjust wvalues rather than going to a system of
use—-value assessments. As of October 1984, the Department

had not submitted its response to the Legislature. If forthcom-
ing prior to December 1984, such information will be forwarded

to the Tax Study Commission.
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recently been sold. Such sales must be at "arms length",
i.e., an exchange between a willing buyer and willing seller
who are unrelated. Because no two properties are alike,
comparable sales prices must be adjusted (up or down) to
reflect their differences (e.g., the date of sale, terms
of financing, location, land use, acreage, number of tillage
acres, the investment in buildings and improvements, etc.).
After adjusting the comparables, the final value figure
of the subject property should reflect what the property
would bring in the market place if sold.

Criticisms. Disatisfaction with this method comes

from several sources., Probably the most frequent criticism
is the lack of enough sales to establish reliable sales
value estimates. In its 1980 report, th MAAO Agricultural
Committee emphasized that "assessors are required to utilize

a sliver of transactions in a 'thin' market" in determin-
ing wvalues. It also noted that when there are relatively
few '"free market" transactions (i.e., when transactions
at less or more than full value are common), it is possible
for one unusual transaction to have a dramatic impact on

the apparent level of market Values.“O

Another drawback to the use of sales values 1s the
lack of standardization in the land market. For example,
a large proportion of farm sales are seller—-financed on
a contract-for-deed basis.?l Because such sales are often
structured with lower interest rates and higher sales prices,
they can result in an overstatement of wvalue. Likewise,
the number of "distress sales" can also reduce the accuracy
of the comparable sales approach.le If such sales are a
large proportion of total sales, they can result in market
value determinations that are higher(lower) than sales prices

might indicate.

Under certain conditions, 1t 1is possible for comparable
sales to introduce a systematic bias into market valuations.
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For example, a recent survey by the University of Minnesota
indicated that expansion buyers (farmers who are expanding
their existing farm operations) accounted for 78 percent
of total farm transactions in 1983. Because expansion buyers
are often willing to pay a higher price for land than sole-
tract buyers,“3 their purchases can introduce an upward

bias into sales—-determined values.

In addition to these market problems, there are several

other popular criticisms of the comparable sales approach
to valuation. First is the belief that the appraisal process
18 subjective and thereby can result in the same type of
land being valued differently between and sometimes within
counties. Second 1is the lag in assessments that stems from
the unavoidable logistics of adjusting assessed values after
market values have changed. In the 1970s, when land values
were rising sharply, this adjustment 1lag operated to the
advantage of farmers. Now, with land values decreasing,
it operates to their disadvantage. Perhaps most frequently
mentioned, however, is the argument that market value taxation
of agricultural land is inappropriate since it gives recogni-
tion to development potential and speculative value as well
as to the expected income from agricultural use. By recogniz-
ing these non-farm related anticipated increases in value,
the property tax system assigns values to farmland that
are generally higher than if wvaluations were based on income
capitalization. This criticism dis wusually raised during
periods of rising land values (such as the late 1970s when
inflationary pressures were great). Even in non-inflationary
periods, however, the value of land relative to current
income can seem high due to higher expected values of future
farm income or of realizing capital gains. If land values
and therefore property tax liabilities rise to "unsupportable"
levels, the tax system may excessively burden farming opera-
tions or force farmland owners to develop their 1land or

sell it prematurely.
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Improving the Valuation Process. While the wuse of

market value has 1ts drawbacks, it does not necessarily
imply that it should be abandoned as the standard for valua-
tion. Its greatest handicap - the paucity of comparable
sales and fthe subsequent inadequacy of sales data — can
be substantially overcome by expanding the market area and
market data used to value subject properties. For example,
in its 1980 report, the MAAO Agricultural Committee found
that '"sales alone are an inadequate source of data from
which to glean a consistent concept of value" and therefore

recommended that "

...s8ales data, rental, and production
data Dbe used 1in concert with appraisals of benchmark
farms...in establishing farmland values'. Because the use
of contract-for-deeds and other types of financial arrange-
ments can affect sales prices and therefore value, the MAAO
also recommended that "...sales be carefully scrutinized
for their terms".*!  Another improvement to the sales data
problem would be to broaden the geographic scope (multi-
county) over which comparable sales are selected, again
using market data to take into account any differences in

the character of the land and improvements.

By bringing more refined market data to bear on the
valuation of agricultural property, a significant degree
of subjectivity (real or perceived) can Dbe removed, and
any systematic bias 1in the comparable sales approach can
be eliminated. Moreover, 1t allows an assessor to bhetter
substantiate (and a landowner to Dbetter evaluate) their

analysis of the market.

Cash Flow. No matter how improved the valuation process,
though, 1t still does not relieve the cash flow problem
that arises from disparities din income and real property
wealth. When increases in farm income are not commensurate
with rising farmland values, the resulting cash flow pinch

is commonly viewed as a tax problem that requires the provi-




sion of permanent tax relief. However, this situation can
also be viewed as a credit market problem, 1.e. landowners
are unwilling or unable to convert part of their capital
gains into cash to meet current tax liabilities. When viewed
in this 1light, 1t suggests fthat the solution 1is not broad-
based permanent tax relief but some type of lending instru-
ment. Specifically, assistance could be provided to farmers
in tight cash positions by allowing them to defer (with
interest) payment of part or all of their current property
tax 1liability. In effect, by providing a tax deferral and
placing an interest bearing lien on the property, government
(state or local) would act as a lender of last resort. As
long as the government unit itself 1s able to borrow whatever
is needed to cover the resulting liens, a case can be made
for allowing farm taxpayers fairly generous access to a

tax deferral option.

2. Income Capitalization Approach to Value

The second set of questions at the beginning of this
subsection dealt with the commonly used alternative to compar-—
able sales, namely the 1income capitalization approach ¢to
valuation. As previously described, this method uses soil
quality, production, price, and expense data to arrive at
net farm income, which is then capitalized to yield the
current use-value of farmland. Advocates wusually 1list the

following advantages of this method:

e Since it 1is based on income and not wealth, it strikes
at the heart of the farmer's cash flow problem —-- large
increases in land values and taxes that outpace income;

e It provides "fairer'" tax treatment since i1t 1links proper-
ty tax liability to current (agricultural) use income;

e By relieving high (with respect to farm income) tax
burdens, 1t provides serious farmers with the opportunity
to maintain their land in agricultural use;

e It protects farmers from future increases in assessments
due to rising land values; and,




e It contributes to the overall retention of agricultural
land.

In evaluating the merits of the above points, the follow-

ing questions need to be explored:

#1. How should the current use value of agricultural 1land

be determined?

In theory, the capitalization of net farm income yields
a land value that approximates observed market prices, barring
nonfarm influences on prices. However, as actually implement-
ed, 1t wusually produces a value substantially below market
prices. This result 1is generally due to fthe inconsistent
treatment of future net farm income and inflation in the
valuation formula.

In most states' capitalization formulas, net farm income
is an annual figure that 1is based upon moving averages of
past production, price, and expense data. It therefore
does not recognize prospective farm income that 1is part
of the total return from farmland ownership (specifically,
the present value of anticipated future farm income). Con-
versely, the capitalization rate 1s often based upon market
mortgage dinterest rates which reflect the expected future
rate of inflation. This inconsistent treatment of future
value tends to produce use values that are far below market
value, even 1in areas where the only forseeable use of the
land is for agricultural pur‘poses.q5

#2. What are the difficulties in designing and implementing

a use—value assessment problem?

There are several difficulties inherent in the use-value

method, as summarized by the following quotations:

e It "politicizes" farm account and record-keeping

systems. Determining prices received for farmland



that is sold 1s not free from error, but it
is a reasonably objective process. Determining
net farm income 1involves many more subjective
decisions (treatment of depreciation, treatment
of inventories, cash vs. accrual basis of account-
ing, separation of farm and household expendi-
tures, etc.). An income-capitalization approach
greatly increases the opportunity to question
judgments exercised in determining net farm
income, and creates incentives +to distort its
estimation.46

Production value based on a capitalization of
estimated net income would need to be varied
to account for the widely different 1levels and
variability din dincome in the different type
of farming areas. It works Dbest when income
flows are relatively stable (e.g., dairying)
and where climactic risks are relatively 1low
(e.g., south—central corn—soybean land). An
income capitalization approach would yield capri-
cious results in the Red River Valley (potatoes,
sunflowers, wheat) and in_ the high-risk west
central Minnesota counties.

If the estimates of net 1income are computed
for farms over a rather large area, the averaging
effect will result 1in an understatement of land
values for the better lands. This is undoubtedly
why much of the pressure for a shift to an income-
capitalization approach has come from farmers
on the better lands, especially in South Central
Minnesota. An income <capitalization approach
is 1likely to become a disguisgd subsidy to 1land
owners on above average lands.H

Minnesota has had a long tradition of having
the value of 1its farmland estimated by local
officials. But the determination of the value
of farmland according to the (income capitaliza-
tion) method requires different skills and
different information than that possessed by
assessors 1in Minnesota. Principally, what 1is
needed to make an estimate of land's value in
each state 1is detalled information on local
soll quality, on farm income and expenses, and
on economic trends in the market for agricultural
products. In fact, this kind of information
is Dbest gathered and studied by large agencies
of state government or at universities. And
these are the agencies which are responsible
for measuring the value of farmland. The role
of the assessor 1is reduced to apportioning the
values of farmland assigned to each county by



the revenue department or the agriculture depart-
ment of a university through the method adopted
by legislators.

#3. What are the likely effects of a use-value assessment

program? Who benefits?

The major i1mpact of a use-value assessment program
is that it redistributes property tax burdens among property
owners within a taxing jurisdiction (service area).* Because
the aggregate wvalue of agricultural 1lands 1is lowered, the
resulting loss in tax revenue must be made up by increasing
the tax rate (assuming that tax revenues are to remain con-
stant). The higher tax rate 1is applied to all properties
within the jurisdiction. Consequently, the property tax
liability of all nonfarm property increases, and the decreased
assessment on farm property 1is offset to some degree by
the higher tax rate.

In general, the extent to which farm property tax burdens
are shifted to other property types depends on: (a) the
size of the reduction in farmland values; and (b) the propor-
tion of the +total tax base represented by farmland. For
example, 1in areas with sftrong demand for urban development,
the difference Dbetween farmland market and wuse values 1is
likely to be large and the corresponding difference in assess-—
ments 1is 1likely to be significant. If such land comprises
a relatively small portion of the total ftax base, then the
tax savings are likely to be proportional to the reduction
in valuation (i.e., the farm tax burden is largely shifted
to other property types). In jurisdictions where undeveloped
rural land dis predominant, there may be 1little difference
between market and use value (especially 1if already taxed
at a low percentage of market value). If the agricultural

tax base comprises the bulk of the total tax base, then

*The impact of use-value assessment on Minnesota's state school
agricultural credit is not addressed.
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the increased tax rate necessitated by the somewhat lower
tax base may result in little if any reduction in tax bills;

in fact, i1t may even raise them.

Other things being equal, use-value assessment tends
to confer the greatest benefits to areas where land values
are appreciating rapidly and where only a moderate amount
of farmland i1s 1left within the taxing jurisdiction. This
may or may not include the areas where farmers are most
burdened by the property tax. This illustrates why use-value
assessments have been called a "blunt policy instrument",
i.e., 1t provides tax relief to all parcels of agricultural
property regardless of an individual owner's income/wealth
situation.>0

#4. What are the costs of relief? Who pays?

If use-value taxation of agriculture 1s viewed as a
"tax expenditure" (i.e., the difference between the revenue
yield when agricultural property is wvalued at market wvalue
and at use-value), 1t is appropriate to ask what level of
government should bear the cost of financing it. The choice
between state and local financing 1s dimportant because it

affects the net benefits received by agricultural landowners.

With 1local government financing, the local property
tax rate must be increased to offset the decrease in the
valuation of agricultural land. The higher tax rate, in
turn, increases the taxes that farmers must pay on their
now lowered land values, thus, reducing the overall benefit
of’ the program. In contrast, if use~value assessment 1is
implemented with full state financing, local property tax
rates need not be higher since state government would reim-—
burse 1local taxing Jjurisdictions for revenue 1lost due to
lowered valuations. While this might necessitate additional

state sales or income taxes, it 1s likely that farmers would



bear a smaller portion of such additional taxes than of

additional local property taxes if locally financed.

In a normative sense, the appropriate government level
for financing use-value assessment 1s dependent upon program
goals. If the major objective of a state's use-value legisla-
tion 1is to redistribute income toward farmers, then the
cost of such redistribution should be borne by taxpayers
statewide. Similarly, 1if relieving farmers' tax burden
is a state goal, then use-value assessment yields benefits
to a state as a whole and should be financed by all state
taxpayers. Conversely, 1f it is deemed desirable that financ-
ing areas coincide closely with spending or benefit areas,
local financing would be more appropriate. This assumes,
however, that the Dbeneficiaries of wuse-value assessment
are purely 1local, which may not be true if the program goal
is farmland preservation. Irrespective of the theoretical
constructs of these arguments, most states have adopted

locally—-financed use-value assessment programs.

#5. 1Is use-value assessment -successful in achieving its

goals of "fairer" tax treatment of farmers and/or agri-

cultural land preservation?

Despite the 1long—-standing existence of many use-value
assessment programs in other states, there is scant empirical
evidence as to whether this valuation method achieves 1its
goals, 1.e., does it produce a fairer tax distribution than
taxation at market wvalue? and, is 1t an effective deterrant
to development? In order to quantitatively answer these
questions, it would be necessary to analyze how a use-value
program redistributes tax burdens and benefits among property
types, and how much farmland would have been converted to

nonfarm uses absence the program.

What evidence exists does suggest that use-value assess-
ment 1is generally successful in reducing the property taxes
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of farmers. However, it does so by providing tax relief
to all agricultural landowners regardless of their ability
to pay. Moreover, unless carefully structured, 1t provides
relief to both "bona fide" farmers (those who hold farmland
primarily to earn current income from 1it) and investors
(those who hold farmland primarily for value appreciation).
In order to limit the benefits going to "speculators", many
states have added (or strengthened) recapture provisions
to their laws, such that those individuals who receive prefer-
ential tax treatment and then convert their land to nonfarm
uses are required to pay all or part of the taxes that other-
wise would have been payable (and at a market rate of inter-
est). While this does provide an incentive to maintain
land in agricultural use, 1its effectiveness 1s diminished
if the recaptured tax liability 1s dwarfed by the realizable
capital gains associated with sale and/or development. 1t
also requires that both market and use-values be recorded

for all properties receiving use-value assessments.

With respect to the second goal - agricultural land
preservation - it 1is generally agreed that use—-value assegs-
ment alone is an ineffective tool for influencing land use.
While it may forestall development in the short-term, basic
market factors and opportunities for capital gains through
sale or development remain unaffected. Therefore, it is
unlikely to have an appreciable influence on long-term land
use patterns. Some states have somewhat increased its effec-—
tiveness by linking their preferential tax treatment to
land use and gzoning plans, or by making it part of an overall
preservation program.

CONCLUSION

In summary, the case for switching from the comparable

sales to the income capitalization method of valuation for

farm property is weak for a number of reasons:




Use-value assessment 1is a blunt policy instrument for
addressing the problem of farmers whose property wealth
is disproportionately large 1in relation to income. It
provides broad-based relief to all owners of agricultural
land instead of targeting relief to the intended benefici-
aries - presumably, those farmers whose property taxes
exceed some proportion of thelr incomes. This suggests
that an income-based mechanism, such as the circuit
breaker, is particularly well-suited to providing property
tax relief.

The 1income capitalization method introduces a new set
of tax policy and administrative problems that are Jjust
as serious, if not more so, than those associlated with
the comparable sales approach %to value,. This method
would additionally add a new layer of complexity to
a tax system that is already regarded as overly complex.

The tax relief provided by a use-value assessment program
has the apparent political advantage of minimizing the
visibility of its costs (assuming such program is locally
financed by increased tax rates).

If Minnesota maintains the market value standard of
property taxation, there are several steps 1t could
take to better target the tax relief provided fthrough
its «classification and c¢credit system. For insftance,
the definition of a farm could be tightened and related
to income; and the various credit/refunds could be col-
lapsed into one income-based tax relief mechanism. In
short, increased targeting would force the state to
explicitly define what types of farms/farmers in what
economic circumstances are eligible for property tax
relief and then enable it ¢to deliver greater relief

to such beneficiaries.



5. In addition, Minnesota could adopt a tax deferral mechan-—
ism to help overcome the related problems of adverse
cash flows and dimperfect capital markets. Tax deferral
is helpful not only to farmers with large income/wealth
disparities, but also ¢to those who are periodically
caught in tight cash positions due to the substantial

year—-to—-year fluctuations in farm income.

In conclusion, it d1is possible to provide any amount

of property tax relief to farms without embroiling the state
in the policy—-laden mathematics of determining agricultural
use value and the complexities of its administration. Through
its present system of classification and credits, Minnesota
has already done a great deal to provide property tax relief
for owners of farmland. The question remains, however,
has Minnesota done enough? Are farm property taxes ¢too
high? And, perhaps of greater i1mportance is the question
of whether the "farm problem" is primarily one that can
be addressed by property tax policy. As of July 1984, the
Minnesota Department of Finance has estimated that farm
proprietors income will decline 54 percent in 1984, increase
46 percent in 1985, and then fall by 80 percent in 1986
and 32 percent in 1987. While such projections are admittedly
subject to error, the downward trend is clear. Such a trend
is indicative of the complex problems created for U.S. agri-
culture by high interest rates, unfavorable exchange rates,
large thrid-world debts, the depressed economic condition
of many developing nations and perhaps, the rising tide

of proteotionism around the world.

Given this context, it 1is highly 1likely that the income
situations of many Minnesota farmers will deteriorate in
the years ahead, and their ability fo remain in farming
may become untenable. While property tax relief does reduce
what amounts to a significant operating expense for many

farmers, it 1s usually not enough to assure the economic




viability of many family farms. Thus, this discussion calls
into question how the state should meet 1ts long-standing
commitment to maintaining the family farm. Such policy
is perhaps best stated in the preamble to Minnesota's 1973
Corporate Farm Act which states, '"the 1legislature Tfinds
that it is the interests of the state to encourage and protect
the family farm as a basic economic unit, to insure it as
the most socially desirable mode of agricultural
production..." A serious and extensive state commitment
to this goal will require more than just the local redistribu-
tion of ©property tax burdens and state expenditures for
property tax relief. Specifically, it may require direct
state assistance to economically vulnerable farmers, or
conversely, a recasting of the state's overall policy toward

agriculture.

_80_



ENDNOTES

President's Council of Economic Advisors, Annual Report,
February 1984, page 112.

Minnesota Department of Revenue, Property Taxes Levied 1in
Minnesota: 1982 Assessments, Taxes Payable in 1983, page
196; U.S. Census Bureau, 1982 Census of Agriculture, Volume
1, Geographic Area Series, Part 23, Minnesota State and County
Data, Table 11; MInnesota Agricultural Statistics Service,
Fact Sheet-on-Minnesota Agriculture: 1984, page 1.

Much of this section is based on data from the Regional Econom-
ic Information System, Bureau of Economic Analysis, U.S.
Department of Commerce.

Report of the Governor's Advisory Commission on Agriprocessing,
February 14, 1983, page 1.

Farnings consist of wage and salary disbursements, other
labor income, and proprietorial income. Farm earnings includes
that of farm proprietors and farm wage and salary workers.

State personal income includes all income received by persons
currently residing or working within Minnesota. It equals
the sum of earnings, investment income, and government transfer
payuments minus personal contributions for soclal security.

See Endnote 1, page 114.

Wilbur R. Maki, Agriculture: Essential to Minnesota's Economy
and Its Regions and Communities -~ An Update, Saint Paul:
University of Minnesota, Institute of Agriculture, Forestry
and Home Economics, December 1982.

Minnesota Agricultural Statistics Service, Fact Sheet, page

4, The Service notes, "These exports are derived from each
state's contribution to U.S. production and/or sales. They
are not actual values but reflect each state's important
stake in the national export market". ©National export data

from the President's Council of Economic Advisors, Annual
Report, February 1984, page 121.

_81_




10

11

12

13

14

15

16

17

18

19

20

Data on the number of farms and acreage are from Minnesota
Agricultural Statistics Serive, Fact Sheet on Minnesota Agri-
culture: 1984,

See Endnote 1, page 114,

Minnesota State Planning Agency, 'Minnesota Has Nation's
Second Largest Farm Population Despite 21 Percent Decline"
Population Notes, August 1984.

Minnesota Agricultural Statistics Service, Minnesota Agricul-
tural Statistics 1983, page 8.

See Endnote 12.

Downs, Donna, Smith, Matthew G., Raup, Philip M., "The
Mlnnesota Rural Real Estate Market in 1983" Minnesota Agricul-
turist Economist, No. 645, January 1984.

Melichan, Emanuel, "A Financial Perspective on Agriculture,"
Federal Reserve Bulletin, January 1984, page 1.

See Endnote 15.

Ibid. This study considered estimated market values and
reported sales prices through July 1983, Some commentators
suggest that these figures understate the extent of the de-
crease in land value because 51% of the reported sales in
the survey were financed by contracts for deeds. Deed sales
are seller—-financed under terms that frequently feature a
land price that 1is above the commercial value and an interest
rate that is below that available from farm lending dinstitu-
tions. See Lee Egerstrom, '"Land Values Squeeze Farmers,"
Pioneer Press and Dispatch, February 26, 1984,

U.S. Department of Agriculture, Economic Indicators of the

Farm Sector: State Income and Balance Sheet -Statistics,

1981 and 1982 editions.

See Endnote 1, pages 123-126.

_82_



21

22

23

24

25

26

27

28

29

30

See Endnote 16, page 7.

The Minnesota Farmer Financial Survey, August 1984, was con-
ducted <for the Minnesota Department of Agriculture by Mid- .
Continent Research, Minneapolls, Minnesota. Survey results
are based on data from 601 respondents (318 respondents with
respect to the question on farm assets and liabilities) to
a questionnaire mailed to 1,497 randomly selected state farm-
ers.

See Endnote 1, page 143.

According to the Minnesota Department of Revenue, farmers
are estimated to have received $11.7 million from the circuit
breaker and $6 million from the targeted refund in 1984. These
amounts have been subtracted from the $311.9 million in net
taxes shown in Table 6.

This projection is from the House Research Department's Prop-
erty Tax Model.

Bowman, John, "Direct Property Tax Relief: An Analysis,"
The Property Tax in Minnesota, September 1984, Table 11.

Ibid, Table 9.

Minnesota Taxpayers Association, Newsletter, January 1984,
pages U4-5,

Note that several simplifying assumptions are made in Table
7T, the most important being that the tax rate has been held
constant at 70 mills and that the circuit breaker and targeted
refunds are not dincluded. For example, din a county where
the average land value is $2,000 per acre, the tax rate would
be considerably less than a county with an equal amount of
farm acreage valued at $500 per acre. If this factor were
taken into account, it would narrow the gap between the effec-
tive tax rates on homestead farms of varying value. Addition-—
ally, if the circuit breaker and targeted refunds were taken
into account, the difference between homestead and non—home-
stead farm effective tax rates would be even greater.

Farm Real Estate Taxes in 1979, U.S. Department of Agriculture,

pages 20-21.

_83_




31

32

33

34

35

36

37

38

39

Lo

41

Other counties in the Twin Cities area 1lost smaller amounts
of farm acreage; these figures are from the U.S. Census of
Agriculture.

Giertz, Fred J., and Chicoine, David L., "Tax Valuation of
Farm Land: Non-Neutrality with Respect to Inflation", National
Tax Journal, Volume 37, No. 2, June 1984, page 254.

Gloudemans, Robert J., Use-Value Parmland Assessments: Theory,
Practice and Impact, Chicago: International Association

of Assessing Officers, 1974, pages 29-30.

Coughlin, Robert E., and Keene, John C., ed., National Agricul-
tural -Lands -Study:- - The Protection of PFarmland: A Reference

Guidebook for State and Local Governments, Amherst, MA:

Regional Science Research Institute, undated, pages 56-59,

Information on Michigan was provided by Bob Cline and Rick
Willets of the Department of Management and Budget, and in-
formation on Wisconsin was provided by Monica Jaehnig of
the Legislative Fiscal Bureau.

Timberland and seasonal recreational residential property
receilve a very small proportion of the agricultural aild credit.
More than 80 percent of the credit's benefits will go to
farms in 1984,

Minnesota Department of Revenue, Property Taxes Levied 1in

Minnesota: 1982 Assessments, Taxes Payable in 1983, page

38.

Minnesota Association of Assessing Officers (MAAO), Report
of MAAO Agricultural Committee, July 1980.

Minnesota House o0of Representatives, Research Department,
H.F. 2016 Conference Committee Report on Omnibus Tax Bill,
Saint Paul: House Research Department, processed April 19,

1984,

See Endnote 38.

Tiffany, Douglas G., "Evaluating Contract for Deed Transfers,"

—8l—



42

43

I

45

46

b

48

b9

Minnesota Department of Revenue, March 1982, Downs, Smith,
and Raup report that in 1983, 51 percent of sales used con-
tracts for deed, 26 percent used mortgage financing, and
23 percent of transfers were for cash. The proportion of
contract sales was higher in the several previous years.

Carlson, Keith E., and Frey, Dana W., "The Valuation of Farm
Real Estate for Property Tax Purposes,”" March 1984, page
12.

According to the MAAO, expansion buyers are often willing
to pay a higher price for farmland than sole-tract buyers
or agricultural investors because farmers tend "to value
additions to their resource base only with respect to their
average total cost of 1land after acquisition, instead of
considering the marginal cost for each additional acre added"
(see FEndnote 38 for source). A recent legislative report
offers a different explanation. It states that many farmers
have underutilized capital and 1labor resources that allow
them to take advantage of economies of scale as they expand.
As a result, they are able to obtain a greater net income
per acre than the start—up farmer (see Endnote 42 for source).

See Endnote 38.

"A common element of most state farmland property tax programs

is that taxable values are well below market value, and,
in addition, below actual use value based upon the productivity
of land in agriculture. In practice, the statutory procedures
most commonly used to determine legally specified use values
actually value such land at only a fraction of 1its economic
use value in farming. Such practices bestow implicit subsidies
on the owners of farmland taxed on these values." See Endnote
32, page 253.

Letter of September 2, 1984 to Executive Director, Minnesota
Tax Study Commission, from Dr. Philip Raup, agricultural
economist, University of Minnesota.

Ibid.

Ibid.

Statement from Minnesota Department of Revenue, dated November

L, 1983.

_85_



50 Ladd, Helen F., "Tax Policy Considerations Underlying Preferen-—
tial Tax Treatment of Open Space and Agricultural Land",
Discussion Paper D78-20, Department of City and Regional
Planning, Harvard University, September 1978.

86~



